The flattening of the yield curve : causes and economic policy implications by M. Collin
The flaTTening of The yield curve :  





the  yield  curve  in  the  euro  area.  The  spread  between   
the ten-year interest rate on euro area government bonds 















rate  remained  unchanged,  thus  causing  a  marked  flat-
tening of the risk-free yield curve. Second, the flattening 























industrialised  countries,  raising  numerous  questions 
about the future economic trend and, to a lesser extent, 
about  inflation  expectations.  This  article  examines  the 
reasons  for  that  flattening  in  the  euro  area  and  its 
economic policy implications. In view of the size of the 
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While  the  first  factor  is  rather  unusual,  the  second  is 
normal. When the monetary authorities decide to tighten 
monetary conditions, notably in response to inflationary 
pressures,  the  main  effect  is  an  increase  in  short-term 
interest rates, as longer-term interest rates also increase 
but to a lesser extent. In fact, looking at maturities beyond 




Thus,  the  yield  curve  also  became  flatter  in  the  previ-
















tion  did  in  fact  materialise  subsequently.  However,  for 
longer-term horizons, the yield curve continued to exhibit 
a  rising  profile.  The  current  situation  differs  mainly  in 
regard to the movement in long-term interest rates.
Taking  a  longer-term  perspective,  the  evolution  of  the 
yield curve is traditionally analysed via the movements in 
its slope, measured as the spread between the ten-year 










of  investment  (see  box  1  for  more  details).  The  slope 
of  the  yield  curve  nevertheless  fluctuated  considerably 








The  yield  curve  is  in  fact  generally  regarded  as  a  rela-



































































































































































































CURRENT CYCLE OF INTEREST RATE INCREASES PREVIOUS CYCLE OF INTEREST RATE INCREASES
CHART 1  THE YIELD CURVE IN THE EURO AREA 
  (percentage points)
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and  Germany,  but  also  in  the  euro  area  as  a  whole  (1).   
The steep decline in the differential seen recently there-
fore prompts fears of a substantial downturn in the cycle. 





yield  curve  on  future  economic  fluctuations  is  based 
essentially on the fact that it incorporates expected short-
term interest rates which in turn reflect economic agents’ 























































CHART 2  THE YIELD CURVE AND GROWTH IN GERMANY 
AND IN THE EURO AREA 
  (percentage points, unless otherwise stated)
Sources : BIS, EC, OECD.
(1)  Percentage changes compared to the corresponding quarter of the previous year.
(2)  Measured as the difference between the ten-year interest rate on government 
bonds and the three-month interest rate.
Real GDP growth (1)
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To  gain  a  better  understanding  of  the  low  long-term 
interest rates seen since mid 2004, it is useful to break 
down the interest rate on a ten-year government bond 
into  a  five-year  interest  rate  and  an  implied  five-year 
forward  rate  five  years  ahead  (1).  The  latter  represents 
the yield expected on a five-year investment which will 
begin  in  five  years’  time  and  therefore  incorporates  a 
risk  premium  associated  with  a  five-year  investment, 
and an additional risk premium due to the fact that a 
commitment is being made today for a five-year invest-
ment  starting  five  years  ahead.  The  risk  premium  will 
therefore  be  greater  for  the  implied  five-year  forward 
interest  rate  five  years  ahead.  That  is  confirmed  in 
practice as, during the period under review, the implied   





During  the  period  2004-2005,  it  was  specifically  the 
implied  five-year  forward  interest  rate  five  years  ahead 
that  declined  considerably  to  reach  a  historically  low 
level. It dropped from 5.4 p.c. in June 2004 to 4 p.c. in 









States,  where  the  implied  five-year  forward  interest 
rate five years ahead recorded a 1.7 percentage points 












which  in  turn  probably  reflects  a  reduction  in  the  risk 
premium, and a tightening of monetary policy. While the 


























(1)  This breakdown is based on zero-coupon interest rates on government bonds.The flaTTening of The yield curve :  
















































































































EURO AREA UNITED STATES
Five-year interest rate (2)
Ten-year interest rate (2)
Implied five-year forward interest rate five years ahead (3)
Three-month interest rate (1)
CHART 3  BREAKDOWN OF 10-YEAR INTEREST RATES IN THE EURO AREA AND THE UNITED STATES
  (percentage points)
Sources : Datastream, NBB.
(1)  Rate on three-month interbank deposits.
(2)  Zero-coupon rate on government bonds.
(3)  Measured by the zero-coupon rate on ten-year and five-year government bonds.
Table  1	 EstimatEs of thE rEduction in thE risk prEmium: rEsults of somE	Empirical studiEs
(basis points)
Type of model From June 1997 
to December 1998
From June 2004 
to June 2005
Euro area
Kremer and Werner (2006) Purely financial model, with three factors –150 –83
ECB (2006) Purely financial model, with two factors n. –99
united	states
Kim and Wright (2005) Purely financial model, with three factors –106 –107
Rudebusch, Swanson and Wu (2006) 
on the basis of the models:
Bernanke, Reinhart and Sack (2005) Macro-financial model, based on VAR n. –106





is  amply  borne  out  by  the  results  of  various  empiri-
cal  studies  conducted  recently  for  the  United  States, 
Germany and the euro area. Thus, the results of these 





States,  the  results  obtained  were  generally  similar. 
This  implies  that  around  75  p.c.  of  the  reduction  in 
long-term interest rates seen between June 2004 and 
June 2005 was due to a decline in the risk premium. 
However,  the  models  used  provide  no  explanation  of 
the potential reasons for this behaviour. Section 2 of this   
article  describes  the  various  factors  which  may  have 
caused a reduction in the risk premium incorporated in 
long-term interest rates.





























FIGURE 1  BREAKDOWN OF THE IMPLIED FORWARD INTEREST RATE The flaTTening of The yield curve :  
causes and economic policy implicaTions
53





























Attempt to quAntify the fActors responsible for the fAll in the implied forwArd interest rAte
(percentage points)
June 2004 June 2005 Difference
Neutral nominal interest rate
Neutral real interest rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.3 2.2 –0.1
Expected inflation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.9 1.9 0.0
Risk premium
Inflation risk premium . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.6 0.2 –0.4
Real risk premium . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.5 –0.3 –0.9
implied five-year forward interest rate five years ahead . . 5.4 4.0 –1.4




The  ability  of  the  yield  curve  to  anticipate  future  eco-
nomic fluctuations is based essentially on the fact that 
the  expectations  of  the  economic  agents  are  incorpo-
rated in the long-term interest rates. In particular, market 
























curve  became  flatter,  these  two  specific  periods  were 
















































































Real GDP growth (1)
Three-month interest rate (EURIBOR)
Ten-year interest rate (2)
CHART 4  INTEREST RATES AND GROWTH IN GERMANY AND 
IN THE EURO AREA   
  (percentage points, unless otherwise stated)
Sources : BIS, EC, OECD.
(1)  Percentage changes compared to the corresponding period of the previous year.
(2)  In Germany’s case, this is the ten-year German Bund. In the case of the euro area, 
it is an average of the yields on bonds issued by euro area member countries, 
weighted by their respective levels of public debt.
(1)  See in particular Ang. et al. (2006) for the United States and Kremer and Werner 
(2006) for Germany.The flaTTening of The yield curve :  
















































of  the  risk  premium  that  declined  considerably  in  the 
period 2004-2005. Although the inflation risk premium 
also declined somewhat  (2), that fall seems to be relatively 







































































CHART 5  INFLATION EXPECTATIONS IN THE EURO AREA   
  (annual percentage change)
Sources : SPF, ECB, EC.
(1)  The break-even inflation rate corresponds to the difference between the yields 
on nominal government bonds and the yields on government bonds linked to 
the HICP (excluding tobacco) of the euro area, issued by the French government 
and maturing at the horizon indicated.
(2)  Quarterly ECB Survey of Professional Forecasters.
Break-even inflation rate in 2012 (1)
Break-even inflation rate in 2015 (1)
Five-year inflation forecasts (2)
HICP56























Two  complementary  factors  may  be  put  forward  to 
explain  the  decline  in  uncertainty  over  future  interest 
rate movements. First, for a number of years now there 
has  been  greater  macroeconomic  stability,  reflected  in 
particular  in  lower  volatility  of  economic  growth  and 
inflation. This phenomenon is commonly known as the 
“great  moderation”  (1).  Thus,  the  difference  between 
economic growth and inflation on the one hand and their 
trend levels – measured by an HP filter – can be regarded 


















trade  growth.  Second,  as  a  result  of  the  improvement 
in the conduct of monetary policy, which is now geared 
to  price  stability,  and  the  accompanying  institutional 
reforms,  the  inflation  expectations  of  economic  agents 
























interest  rates.  While  the  New  Zealand,  Norwegian  and 








Table  2	 Volatility of growth and inflation
in	germany
(standard deviation of the difference in relation 
to the trend (1))
1970-1984 1985-1999 2000-2006
Real GDP growth . . . . . . . . . . . . . 1.9 1.4 1.1
Inflation . . . . . . . . . . . . . . . . . . . . . 1.0 0.7 0.5
Sources: EC, NBB.
(1) Measured by an HP filter.The flaTTening of The yield curve :  





Nonetheless,  it  should  be  noted  that,  while  these  two 
factors  –  namely  macroeconomic  stability  and  a  more 






















surpluses.  They  also  establish  ample  foreign  exchange 





















against  37  p.c.  in  March  2002.  More  detailed  figures 













CHART 6  FOREIGN DEMAND FOR US TREASURY SECURITIES  










TREASURIES HELD BY FOREIGN MARKET PARTICIPANTS 
(percentages of the total outstanding amount) 58
show that, among the foreign market participants, China, 
Japan and oil-exporting countries held over 53 p.c. of US 
























medium-  and  long-term  viability  of  the  pay-as-you-go 
pension system, and hence on the ability of governments 
to  guarantee  future  pension  payments.  Second,  as  the 
‘baby boom’ generation will retire in the coming years, 
these  institutional  investors  have  given  preference  to 
secure investments, i.e. primarily government securities. 








However,  if  it  is  sufficiently  substantial,  this  stronger 
demand  for  long-term  government  bonds  could  lead 




thus  amplifying  the  decline  in  long-term  interest  rates 
and  their  actuarial  deficit.  One  currently  considers  that 




















such  as  equities  and  real  estate.  Although  speculative 
bubbles on the bond market are less common, since the 
prices of these securities are fixed at maturity, bond prices 
may  also  be  subject  to  very  steep  increases  in  certain 
circumstances.  Given  the  relatively  great  risk  aversion 
following the 2001 stock market crash and the decline 


















of  dollar-denominated  securities,  thus  depressing  their 
yield. Moreover, these carry trade transactions contributed 
to  the  depreciation  of  currencies  attracting  low  remu-
neration, thereby amplifying this phenomenon. Although 
there  are  few  figures  on  these  speculative  transactions 
and  their  potential  impact  on  long-term  interest  rates, 
the  turbulence  on  the  financial  markets  at  the  end  of 
February showed that these portfolio movements could 
be considerable.The flaTTening of The yield curve :  
causes and economic policy implicaTions
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the  yield  curve  as  a  leading  indicator  of  the  business 
cycles, and by long-term interest rates as an indicator of 
the inflation expectations of economic agents.
As  the  reduction  in  the  inflation  risk  premium  makes 
only  a  small  contribution  towards  lowering  the  overall 
risk  premium,  the  reliability  of  the  break-even  inflation 
rate as an indicator of inflation expectations is not really 
























Finally,  the  flattening  of  the  yield  curve  may  also  have 
more  direct  implications  for  the  conduct  of  monetary 
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